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LETTER OF TRANSMITTAL 





NoveMBER 21, 1955. 
Hon. JoHn SPARKMAN, 
Chairman Subcommittee on Housing, 
Committee on Banking and Currency, 
United States Senate, Washington, D. C. 

Dear SENATOR SPARKMAN: As you directed, the staff undertook 
a study of settlement costs currently being charged to those persons 
purchasing homes guaranteed by the Veterans’ Administration or 
insured by the Federal Housing Administration. In carrying out 
this assignment, we have studied FHA and VA regulations on the 
subject and have extracted information from hundreds of actual case 
files in both agencies. The cases studied were selected at random 
from the FHA and VA offices in Washington, D. C., which covers 
three separate jurisdictions: the District of Columbia, Maryland, and 
Virginia; the VA and FHA offices in Philadelphia, Pa.; the FHA 
office in Jamaica, N. Y.; and the VA office in Brooklyn, N. Y. 

In the process of assembling the information necessary to the 
preparation of the attached report, we have received excellent coopera- 
tion from the personnel of both Government agencies and neither 
agency has shown any hesitancy whatsoever in supplying us with 
information which we felt might be helpful or desirable. 

The first phase of the study is now completed. The attached 
report contains a summary of the major findings thus far. In accord- 
ance with your expressed desires, it appears that the study of settle- 
ment costs should continue and that hearings on the subject early in 
1956 would be desirable. 

Sincerely, 


Jack Carter, Staff Director. 
m 











SETTLEMENT COSTS 





Score or Report 


Pursuant to Senate Resolution 57 (March 18, 1955) the staff of the 
Subcommittee on Housing of the Senate Committee on Banking and 
Currency has inquired into the nature and scope of settlement costs 
paid by home buyers whose mortgage loans were insured by the Federal 
Housing Administration or guaranteed by the Veterans’ Adminis- 
tration. 

Settlement costs, as a general term, include advance payments for 
real estate taxes, fire and hazard insurance, payments to cover certain 
fees remitted to FHA or VA, and payments for services rendered by 
or in behalf of the institution which originates or negotiates the mort- 
gage loan. 

his report, however, is limited to a discussion of certain specific 
items. These include the “origination fee’’ permitted by the Veterans’ 
Administration as a part of the total settlement costs; the “initial 
service charge” and the “reasonable out-of-pocket appraisal and other 
fees’”’ permitted by the FHA. 

There is at present no yardstick by which the home buyer may deter- 
' mine whether the charges for the services rendered have been reason- 
able. In view of the approval of varied charges for what appear to be 
identical services, a thorough review of settlement costs by the sub- 
committee may be desirable, The question is also raised as to whether 
the home buyer may be making payments presumably to cover costs 
incident to the origination and settlement of his loan which in fact 
may be used to increase the effective yield to the lender. 





THE VETERANS’ ADMINISTRATION 





The Veterans’ Administration regulations, with respect to fees and 
charges which may properly be assessed against the veteran, are 
much more specific han the FHA regulations. However, even VA 
regulations appear to be needful of review to determine whether full 
protection against the possibility of excessive charges is being pro- 


vided. 
Origination fee 


Since 1949 the regulations of the Veterans’ Administration have 
permitted a maximum charge of 1 percent of the amount of the 
mortgage loan to cover the costs of “‘origination.’”’ This “1 percent 
origination fee’’ was permitted as an overall charge in lieu of specific 
itemized charges for services such as the following: 

Lender’s appraisals 
Lender’s inspections 
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Loan closing or settlement 
Preparing loan papers or conveyancing 
Attorney’s services other than for title work 
Photographs 
— and other mailing charges, stationery, and other over- 
ea 
Amortization sthedules, passbooks, and membership of entrance 
fees 
Escrow fees or charges 
Notary fees 
Commitment fees of Federal National Mortgage Association 
and preparation and recording of assignment of mortgage to 
that Association 
Trustee’s fees or charges 
Loan application or processing fees 
Any other fees, charges, commissions, or expenses except those 
specified in the schedule of allowable fees and charges 
At the time the 1 percent maximum charge was established in 1949, 
the average VA-guaranteed loan was approximately $5,000. The 
average charge for these services, when lumped under the heading of 
“origination fee,’ was approximately $50. By 1955, however, the 
average VA loan had increased to about $11,000 and the average 1 
percent charge had increased to approximately $110. Thus in a span 
of 6 years the average dollar cost for the services lumped under the 
heading of “origination fee’ has risen from $50 to $110—an increase 
of 120 percent. Although it is undoubtedly true that during this 
period the actual costs of the services rendered have risen, there is 
little evidence to indicate that such costs have increased to that extent. 
However, not all lenders charge the maximum 1 percent “origina- 
tion fee” as authorized by VA regulations. Some lenders itemize the 
actual costs of “origination” and charge the veteran only this actual 
cost. A review of selected cases processed through the Washington, 
D. C., regional office of the Veterans’ Administration indicates that 
where origination costs were itemized, the charge to the home buyer 
was generally less than it would have been if the charge had been a 
flat 1 percent of the mortgage amount. The following actual cases 
demonstrate this point. — 


Loan percent | Origina- | percent |Totalsettle- 








Location amount dude’ —— ofloan | ment costs 
TE, Win cnetoveueensncayes $15, 000 UF ok 5. tenne 1,00 $370. 75 
Montgomery County, Md_.-......-..-.--- BGS loascocceced $46. 70 31 208, 20 
Alexandria, Va__-.-- Paid ahg as shtovaristeeticbicnctnaetase I ae ed 16. 00 ll 144. 45 
Arlington County, Va-_......-..-- acidacaiedke 3 eee 18. 50 13 192. 80 

DE Sete aiddbuakeniaetendwesbwss 10, 350 St Seer 1.00 239, 12 

SD ah Mie tb ekrcarn iain etd nav Settle nti is 10, 400 EE ecncngeetan 1.00 305. 20 

Dt adihent smevecsthedke-dapteneracbe SIP Ae wseistieuianseans 31.00 . 33 185. 10 
TT. WE. co ctananntancnenswe 19, 900 ge 1.00 467. 60 
b cabs achihteb aebidaabhidets dé 19, 900 199.00 |........--.- 1.00 446. 75 
OR DP, G dsdde co chen enna pnedess- SE Coco ianincidaadl 22. 50 my 141. 00 
Oh a nnn dtiducc sce ddtaddiedieasa 19, 000 () (‘) 0 109. 00 
DT NY Ortho tui aren ebae ebb envan SA ED, Vichertsdtentanes 22. 00 08 260, 20 
Montgomery County, Md.--.......-....--- SEE icokasccuueue 88. 50 49 237. 50 





1 No origination costs charged. 
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FEDERAL HOUSING ADMINISTRATION 


Prior to 1954 no VA or FHA loan could be insured unless the 
mortgagee certified that he had not imposed upon the builder, seller, 
or purchaser any fees in connection with the financing, construction, 
or sale of housing in excess of charges or fees permitted under perti- 
nent regulations. The 1954 act repealed this requirement. 

With the enactment of the 1954 act, the FHA amended its admin- 
istrative rules and regulations to provide for maximum charges and 
fees to be collected by a mortgagee. In addition to the application 
fee paid to the FHA and an “initial service charge’’ to vebadaate it- 
self for the cost of closing the transaction, the mortgagee may collect 
from the home buyer “customary costs of title search, recording fees, 
reasonable out-of-pocket appraisal, and other fees which are approved 
by the Commissioner.”’ 

Initial service charge 

FHA has limited the “initial service charge’ imposed upon the 
mortgagor to (1) $20 or 1 percent of the original principal amount of 
the mortgage, whichever is the greater, with respect to a mortgage on 
existing property; or (2) $50 or 2% percent of the original principal 
amount of the mortgage, whichever is the greater, with respect to 
mortgages on property under construction or to be constructed where 
the mortgagee makes partial disbursements and inspections of the 
property during the progress of construction. 

In spite of the fact that the “initial service charge’ is limited as to 
ey of the loan, it is not limited as to dollar amount. There 

as been a steady increase in the amount of the average loan insured 
by FHA. In 1949, FHA-insured loans on new single-family homes 
averaged about $7,300. The comparable figure for 1955 is $10,200. 
The average dollar yield on the “initial service charge’’ has thus in- 
creased by about 40 percent. 


Reasonable fees approved by the Commissioner 

In addition to the “‘initial service charge,’ FHA regulations provide 
that mortgagees may collect ‘reasonable out-of-pocket appraisal and 
other fees which are approved by the Commissioner.”’ However, the 
FHA has not issued a list of approved or allowable fees or other 
charges, nor has it provided criteria to determine the reasonableness 
of the fees collected. 

Approval of the charges and the determination of their reasonable- 
ness are the responsibility of the Commissioner. In practice, this 
authority is delegated to the director of each insuring office. Under 
this system, FHA directors have approved a wide variety of charges. 
This may be demonstrated by numerous examples and is vebiehed in 
the fact that the ratio of total settlement costs to loan value does not 
follow a consistent pattern. The range in settlement costs may be 
from a few dollars to hundreds of dollars within one insuring area. 

It is recognized that other components of settlement costs such as 
title search, and title insurance, will vary. The variations in total 
settlement costs, however, cannot be accounted for solely by the 
differences in charges made for these other components. A substan- 
tial amount of variation is directly attributable to ‘‘out-of-pocket fees 
and charges.”’ 
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This poses the question as to the verification made by local directors 
of the “out-of-pocket fees’ collected and the “reasonableness” of 
these charges. The variety in the number, type, and amount of costs 
allowed by the FHA as being “customary” or “reasonable” is so 
extensive as to create some question as to the degree of control 
exercised in permitting these costs, even if allowance is made for 
variations in costs required by local law or custom. 


FINDINGS 


1. FHA regulations governing settlement costs are ambiguous 
both as to type of cost and amount of charge. 

2. While the FHA regulations require that ‘‘customary costs” and 
“other fees” be approved by the Commissioner, there is no definition 
of these terms. 

3. In practice, the responsibility for approving these costs and fees 
has been delegated to the director of the local insuring office resulting 
in a lack of uniformity in the application of regulations. 

4. The VA’s regulations governing settlement costs are more spe- 
cific than those of the FHA. However, the increase in the VA’s 
average guaranteed loan ($5,084 in 1949 to $10,927 in 1955) has more 
than doubled the average dollar cost of “origination fees.”’ 

5. Studies of actual costs levied against the home-buying veteran 
indicate that charges for itemized ‘“‘origination’’ costs were less 
than they would have been if the 1 percent allowable maximum was 
charged. 


O 








CO:MENTS OF SENATOR HOM™R E. CAPEHART 
ON STAFF RK2PORT ON F.H.A. AUD V.A. S°TTLE TINT COSTS 
DECIMBER 7, 1955 

I see thet the staff hss discovered that a 1949 reguletion fixing 
1% as a maximum origination charge is still in effect. With all the 
frauds of the 1949-51 F.H.A. program still to be uncovered, I am 
distressed that those frauds have apperently been relegated to obdscurity- 

The report seys that 1% is too high in some cases, but 1% ig only 
the maximum permitted to be charged. In the only 13 ceses the staff 
investigated it found the maximum charged in 5 cases. If veterans are 
being overcherged let's have public hearings and find out who is doing 


the overcharging and who is responsible. But I assume that if there 


was evidence of that fect public heerings would have been held long ego. 


The F.H.A. Administretor ig criticized for not having uniform 
fees throughout the country. I would commend him for that fact. 
Different laws and regulations in the different stetes mean a wide 
veriety of services to be performed in different communities in connection 
with these laws. The Administrator has wisely delegated this question 
of fees to the local directors so that each may establish local rules 


commensurate with the work involved in processing a loan in each locality. 





